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Abstract

D

evelopments in the balance of payments of any
country is generally of interest to national
policymakers, international investors, nancial and
economic analysts as well as international nancial
institutions. In recent times, Nigeria recorded persistent
current account as well as overall BOP decits and these
created discomfort among policy makers with regards to its
sustainability and possible implications for the economy.
This paper explores some of the major developments and
trends in Nigeria's BOP as well as their interrelationship with
other macroeconomic accounts. It also provided clarity to
the structure and components of Nigeria's BOP statistics as
compiled in line with the 6th edition of the balance of
payments and international investments position manual of
the IMF. This will deepen understanding of balance of
payments among policy makers, analysts, researchers and
compilers of macroeconomic statistics. It will also serve as a
guide to policy makers in the design of appropriate
monetary policy

1.0

Introduction

T

he evolution of macroeconomic statistics,
especially the Balance of Payments (BOP)
statistics, started since the 14th century and
gained prominence after the 1st world war when the
need for more quantitative analysis of economic
variables for decision making became inevitable. This
led to the publication of a BOP manual by the
International Monetary Fund (IMF) and a System of
National Accounts (SNA) manual by the United
Nations (UN) in 1948 and 1953, respectively. These
manuals were developed with the primary objective
of standardizing the denition, measurement and
classication of concepts in economic transactions
for uniformity and comparability of the
macroeconomic statistics compiled by member
states (Van der Merwe, 2002). The BOP is a systematic
record of transactions between residents of an
economy with the rest of the world during a particular
period. It is an important economic indicator, which
reects the relative strength of an economy through
the nancial and non – nancial transactions
between residents of the economy and the rest of the
world (Udoette, 2015). The behavior of a country's
BOP is usually associated with movements in
exchange rates, interest rates, asset prices, as well as
the accretion or depletion of foreign exchange
reserves and, sometimes, economic crises. As a result,
developments in the BOP of any country is naturally of
interest to national policymakers, international
investors, and international nancial institutions.
In Nigeria, the primary goal of monetary policy is to
achieve price stability and BOP equilibrium. Other
objectives of monetary policy include growth in Gross
Domestic Product (GDP), employment generation
and sustainable economic development (Udude,
2015). To achieve these objectives, the Central Bank
of Nigeria (CBN) employs a variety of measures aimed
at controlling the value, supply and cost of money in
the economy in line with a desired goal. In order to
achieve BOP Equilibrium, an optimal level of money
supply has to be attained amongst other measures.
For instance, a high level of money supply in the
system could result in a rise in income and
consequently imports. This may lead to deterioration
in the country's BOP position and trigger the central
bank to reduce money supply. A drop in money
supply is expected to shrink import bills and bring the
BOP to equilibrium. However, this will cause a decline
in domestic income and cause the authorities to want
to increase money supply once again. Hence the
cycle continues. This is a very simple illustration which
could be much more complex in reality (Keran, 1967).
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A temporary BOP decit is not always considered
undesirable and detrimental to the economy as long
as a surplus is expected later in the near future.
However, a persistent BOP disequilibrium could affect
price stability, employment and economic growth.
Aside from the BOP position, other aspects of the BOP
statistics are relevant to monetary policy decisions as
they provide insights to policy makers on the state of
the economy. The current account balance is a very
useful indicator of external imbalance. It shows
whether residents of an economy are living within
their means or accumulating foreign assets/liabilities.
If the current account is in surplus, it means that
residents of the economy are spending less than they
earn and channeling their savings into investments
abroad thereby accumulating foreign assets. On the
other hand, a decit current account balance is an
indication that residents of the economy are
spending more than they earn, and the decit is
being nanced by the savings of non-residents in the
form of foreign liabilities.

Investment Position Manual (BPM6, 2008). According
to the manual, The BOP is a statistical statement that
summarizes transactions between residents and
nonresidents during a period. Transactions could be in
goods and services, income or other nancial items.
The manual, which was published in 2008 by the IMF,
provides detailed methodological guide for the
treatment of the different transactions that take
place between residents of an economy and the rest
of the world. Some of the basic concepts and
treatments are discussed below.
I.

Residency: An institutional unit is considered to be
resident in the economic territory where it has its
center of predominant economic interest. This
means the economy with which it has the
strongest ties usually identied by the location,
dwelling, place of production/business or by the
length of time it stays or intend to stay in the
economy (i.e. one year or more). For individuals,
their residence is the same as the households they
belong to and this is in the economic territory
where the place of principal dwelling of the
household is located. In this regard, students,
patients, crew of ships, aircrafts etc., diplomats,
military attachés etc. and short time cross-border
workers are considered residents of the economy
in which their households have its principal
dwelling or closest ties irrespective of how long
they stay abroad. Embassies, consulates, military
bases and other enclaves of foreign governments
are not residents of the host territories where they
are located but are residents of their home
territories as they are considered to be an
extension of the home country's government
under international laws. Also, International
organizations are not residents of any economic
territory but are economic territories on their own
(BPM6, 2008). In general, a country's residents are
its households, nonnancial and nancial
businesses, its government, monetary authorities,
and other agencies. On the other hand, nonresidents are persons and businesses resident in
other countries as well as foreign governments
and monetary authorities, and international
nancial institutions. In other words, Non-residents
are all other individuals and entities that are not
considered residents of an economic territory as
dened above.

II.

Economic Territory: BPM6 (2008) stipulates that
economic territories are land area, air space,
territorial waters, territorial enclaves in the rest of
the world (embassies, consulates, military bases

In recent times, Nigeria recorded persistent current
account as well as overall BOP decits and these
created discomfort among policy makers with
regards to its sustainability and possible implications
for the economy. Efforts had been made to ascertain
the potential cause of the decits and a number of
monetary policy measures had been adopted to
bring the BOP back to equilibrium. This paper explores
movements in Nigeria's BOP account and their
interrelationship with other macroeconomic
accounts with a view to create a better
understanding of these linkages and highlight
possible monetary policy actions. This will serve as a
guide to policy makers and analysts in the design of
appropriate monetary policy adjustment mechanism
for the correction of BOP disequilibrium.
The rest of the paper is as follows: section 2 presents a
conceptual framework of BOP and monetary policy
while a review of relevant literature was undertaken in
section 3. Section 4 looks at the structure of the BOP
Account and Its Interrelationship with other
Macroeconomic Accounts. In section 5, the link
between BOP and Monetary Policy was discussed
and section 6 concludes the paper.
2.

CONCEPTUAL FRAMEWORK

2.1

Key Balance of Payments Concepts

Nigeria's BOP statistics is compiled in line with the sixth
edition of the Balance of Payments and International

33

APRIL - JUNE, 2021

Volume 45, No. 2
etc.) and special zones under the control and
jurisdiction of a single government.

recorded at the time when a change in
economic ownership of the goods, assets etc.
occurs irrespective of whether payment has
been made or not. The concept of change in
economic ownership means that all risks, rights,
responsibilities of ownership has been transferred.
Another accounting principle of note is that
transactions are valued at market prices. Market
price most often refer to the value in the contract
between the transacting parties (BPM6, 2008).

The concepts of economic territory and residency
in BOP statistics is meant to ensure that every
individual or entity is resident in only one
economic territory based on their location and
the legal jurisdiction they are subject to. This way
there is a clear distinction between each country
and the rest of the world as well as residents and
non-residents.
2.2
III. Transactions: In the BOP, transactions are
interactions between a resident and a nonresident which could be by mutual agreement or
by operation of the law. Transactions could be an
exchange of value or a transfer and include the
sale or purchase of goods and services, nancial
assets, non-produced non-nancial assets, or
liabilities, compensation of employees, dividends
etc. A transaction involving a transfer has to do
with the provision or receipt of something of
economic value without receiving or providing
anything in return. For BOP purpose, all
transactions between residents and nonresidents are captured irrespective of whether
they are legal or illegal. Transactions in the BOP
are recorded as ows. That is, transactions that
happened within a particular period for which
the BOP is being compiled.

Foremost Monetary Policy Concepts

Monetary policy simply refers to the actions and
policies of monetary authorities aimed at controlling
the supply and cost of money with the objective of
attaining price stability and achieving other
macroeconomic objectives such as low ination, high
growth rate, low unemployment, BOP equilibrium etc.
Monetary policy may be expansionary (aimed at
increasing the level of money supply) or
contractionary (aimed at reducing the level of
money supply) depending on the policy objective a
monetary authority is pursuing at any point in time.
Irrespective of the monetary policy stance of a
monetary authority, it requires the use of one or more
policy instruments to achieve its goal (CBN, 2016).
Monetary Policy Instruments
With globalization and high level of technological
advancement, most economies are becoming
increasingly more open. This has made it difcult for
most central banks to have direct control over their
macroeconomic objectives thus resorting to the use
of indirect monetary policy instruments. Direct
Instruments have lost their appeal as they have
gradually become less effective in the conduct of
monetary policy. The indirect policy instruments are
used to either increase or reduce the quantity of
money in an economy. The monetary policy tools
used by a central bank are usually inuenced by the
depth and complexity of its nancial system. While
some have an array of instruments in their toolbox,
others have just a few. There are however, three main
instruments that are commonly used by most central
banks. They are as discussed below.

IV. Accounting Principles: The compilation of the BOP
account follows some basic accounting
conventions. This is to ensure a comprehensive
recording of transactions and uniformity in the
data recorded by counterparties. Principal
among the accounting principles adopted in the
compilation of BOP is the double entry
accounting system. This means that each
transaction gives rise to two entries of equal value
but opposite signs: a positive and a negative.
Hence, every credit entry signifying receipt from a
non-resident, has a corresponding debit entry
and every debit entry representing payment to a
non-resident has a corresponding credit entry.
This principle ensures that the BOP account is in
balance as sum of all the credits should equal the
sum of all the debits (but with opposite signs) and
the total sum of all the transactions should be
zero. BOP transactions are also recorded on an
accrual basis. This means that the transaction is
recorded at the time when economic value is
created, transformed, exchanged, transferred,
or extinguished. In other words, transactions are

I.
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Open Market Operations: This occur when central
banks engage in the purchase or sale of
government securities from or to commercial
banks in the open market. This is usually done for
the purpose of either increasing or reducing the
money supply to the economy. By buying
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government securities, the central bank makes
more money available to the banks for onward
lending to customers. This action of the central
bank is considered an expansionary monetary
policy. With so much money at their disposal,
interest rates are likely to come down and more
customers are likely to take loans and engage in
economic activities. Also, because interest rates
are low, savings will generate less income and
bank customers are likely to channel their savings
to investments. Consequently, this will stimulate
economic growth and reduce unemployment.
On the other hand, when the central bank sells
securities, it is performing a contractionary
monetary policy as it restricts money supply to the
banks which in turn affects the lending capacity
and thus leads to increase in interest rates. An
increase in interest rates would discourage
borrowing and by implication slow down
economic activities. In this case, the goal of the
central bank is to slow down ination and
economic growth.

window and encourage them to sort out liquidity
problems by borrowing amongst themselves. For
this reason, the discount rate is often higher than
the interest rate charged by other banks hence
most banks borrow very little at the discount
window. The central bank and other industry
players consider excessive borrowing from this
window by any bank a distress signal. The use of
this instrument in the conduct of monetary policy is
such that when the discount rate is increased,
commercial banks will reduce their borrowing
from the central bank and hence give out fewer
loans. Thus, money supply drops and interest rates
rise. Conversely, if the central bank decides to
lower the discount rate, the opposite happens.
Quantitative Easing
With the recourse to unconventional monetary policy
following the global nancial crisis of 2007/2008 when
conventional monetary policy became ineffective
on macroeconomic outcomes, Quantitative Easing
was introduced as an unconventional monetary
policy tool. Unconventional monetary policy are nontraditional monetary policy actions taken during
periods of abnormal economic conditions when
conventional monetary policies fail to have the
desired impact. Quantitative Easing isan
unconventional monetary policy tool used to
increase money supply to the economy in order to
spur economic activities. It usually involves the
purchase or sales of long-term government bonds as
well as other types of assets, direct bailout of nancial
institutions, direct intervention in the economy and
other unusual actions. Other unconventional
monetary policy tools include Credit Easing, Forward
Guidance and Negative Interest Rates (CBN 2016).

II. Reserve Requirement: The reserve requirement is
another tool a central bank can use to control the
volume of money in an economy. It refers to a
specied percentage of a bank's deposit liabilities
that the bank is required by law to keep as
reserves. It is also sometimes referred to as cash
reserve ratio. Aside from being an instrument for
controlling the money supply in an economy, it
also serves as a buffer to enable a bank meets its
obligation in case of a sudden excessive demand
for withdrawals by the bank's customers (for
instance, a bank run). A low reserve requirement is
expansionary monetary policy as it makes more
money available to the banks for lending. On the
other hand, a high reserve requirement is
contractionary as this will reduce the amount of
money available to banks for lending to
customers.

3.

LITERATURE REVIEW AND THEORETICAL
FRAMEWORK

3.1 Review of Theoretical Literature
III. Discount Rate: When banks experience liquidity
challenges, they source for funds by borrowing
from other banks. However, in a situation such as a
bank run where a bank's liquidity needs could not
be met entirely by other banks, it accesses a
special window of the central bank called the
discount window to borrow the required funds at a
discount rate. This is why central banks are often
referred to as “lender of last resort”. The discount
rate is the interest rate banks pay when they
access such loans from the central bank through
its discount window. Monetary authorities,
however, discourage banks from accessing this

In times of BOP imbalances, monetary authorities in
different countries adopt different approaches to
address the imbalance. Approaches to addressing
BOP imbalance have evolved over the years from the
Classical approach between 1800 and 1900 when
the focus was on gold standards and the inuence of
prices and interest rates. The Keynesian approach,
which emphasizes the effect of changes in National
Income to BOP adjustments, gained prominence
from 1930 to date while the monetary approach and
modern monetary approach evolved from 1960 with
particular interest on effecting BOP adjustments
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through changes in money supply/demand (Tijani,
2014). All the different approaches have different
assumptions, limitations and criticisms against them;
however, the monetary approach is considered the
most realistic by many schools of thought. The
monetary approach to BOP dates back to 1749 when
David Hume developed the price-specie-ow
mechanism. This approach has come to be the most
preferred approach in BOP analysis due largely to the
increasing acceptance of monetarism as well as its
simplicity considering that the BOP is basically a
monetary phenomenon. It also has the advantage of
analyzing the overall balance of payments (current &
capital account and nancial account put together)
unlike the income – absorption approach and the
elasticities approach that deals only with the current
account of the BOP (Rhomberg and Heller, 1977).

According to Thirlwall (1980), “the monetary
approach assumes that exchange rates are
pegged, that the economy is in long-run fullemployment equilibrium, that the demand for
money is a stable function of income, that changes
in the money supply do not affect real variables, that
in the long run a country's price level and interest rate
converge on the world level because of the high
elasticity of substitution between goods in
international trade and highly mobile capital, and
that the changes in the money supply brought about
by changes in the level of foreign-exchange reserves
are not sterilized by the monetary authorities”.
However, the monetary approach has been
variously criticized because of the shortcomings of
these assumptions. The criticisms include, amongst
many others, the view that the money demand
function may be stable in the long run but not in the
short run. Also, the assumption of full employment
and single price for identical products is not realistic
in real life. Critics of the approach also countered the
assumption that sterilization of currency under a
system of pegged exchange rates is impossible.
Despite these criticisms, proponents of the approach
are of the view that the limitations of the assumptions
would be taken care of in the long run and the
proportional relationship between changes in the
domestic money supply and the change in external
reserves would still hold (Aghevli and Khan, 1977).

The monetary approach attempts to explain BOP
decits/surpluses through the demand for and supply
of money. It views changes in the external reserves of
a country as a reection of disequilibrium in the
domestic money market. The connection between
the external reserves and the money market is that
the change in the external reserves must equal the
difference between changes in the demand for
money and the supply of money in the domestic
money market. In the monetary approach, a
balance of payments decit/surplus occurs as a result
of decrease/increase in the external reserves. As
such, it focuses on the overall balance of payments
and not the components. Inimino, Akpan, Otubu &
Alex (2019) further explained that, if the demand for
money is not equal to the supply of money
, the
BOP will be in disequilibrium. However, it will be in
equilibrium, if otherwise
. A BOP disequilibrium
could mean either of the following: on the one hand,
it could be that demand for money is less than supply
of money
leading to too much money in the
hands of economic agents and therefore, higher
purchasing power which will eventually cause a rise in
ination thereby making domestic goods and
services more expensive. The consequence of this is
that imports will increase, export will decline, there will
be net nancial outow, hence, depletion of external
reserves and BOP will be in decit. On the other hand,
it may be that demand for money is greater than
supply of money
leading to less purchasing
power and consequently drop in prices of domestic
goods and services. As a result, domestic products will
become more competitive, imports will decline,
exports will increase, there will be a net nancial inow
leading to an increase in external reserves and a BOP
surplus.

According to Dhliwayo (1996), The prescribed model
for the monetary approach to balance of payments
requires a money demand and supply identity and
an equilibrium stock of money condition.
The model can be expressed as follows:

Equation (1) shows that money supply is made up of
external reserves and domestic credit while Equation
(2) provides that money demand is a function of real
income, ination rate and interest rate. Equation (3) is
the state of equilibrium in the money market.
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The monetary theory states that the relationship
between money demand and the level of real
domestic income
as well as money demand
and the price level
are positive while the
relationship between money demand and interest
rate
is negative.

ination expectations are unanchored, the impact
of a oating exchange rate is lower than that of a
xed exchange rate regime.
Imoughele and Ismaila (2015) studied the impact of
monetary policy on BOP in Nigeria using Error
Correction Mechanism on time-series data from
1986 – 2013and found that Exchange rate and
interest rate both has positive and signicant impact
on BOP in Nigeria. Also, other monetary policy
variables such as broad money supply and credit to
the private sector directly affect BOP signicantly.
However, ination rate negatively impacts BOP as a
rise in ination is likely to distort BOP equilibrium in
Nigeria. They concluded that BOP is essentially a
monetary phenomenon and monetary policy can
be used to stabilize external sector imbalance.
Similarly, in their study of the impact of monetary
policy on BOP adjustments between 1980 and 2015,
Osisanwo, Tella & Adesoye (2019) utilized the
AutoRegressive Distributed Lag bounds test to show
that money supply and trade balance have a longrun positive impact on BOP adjustment in Nigeria
while domestic credit, exchange rate, ination rate
and gross domestic product suggest a negative
impact on Nigeria's BOP.

Now, putting Equations 1,2 and 3 together and
reecting the variables in percentage changes while
making external reserves the dependent variable,
we have the reserve ow as

Equation (4) represents the monetary approach to
balance of payments.
3.2

Review of Empirical Literature

Due to the considerable interest generated by the
monetary approach to BOP adjustments, the
literature is replete with empirical studies on the
subject matter. Aghevli and Khan (1977) conducted
a cross-sectional study of 39 developing countries
with a view to assess the long run behavior of the BOP
as a result of adjustment to exogeneous variables.
From their ndings, they asserted that there exists a
relationship between domestic credit and overall
BOP, even though, it is not a one to one relationship as
a much larger change in net domestic asset will be
required to attain an expected BOP position.
Secondly, they established that there is a positive
relationship between economic growth and the BOP
and concluded that it is unlikely to achieve growth
without taking the BOP position into consideration.
Finally, they are of the opinion that their ndings are
further conrmation that the monetary approach is
best suited for long-run BOP analysis since the tests
were conducted under the strict assumptions of xed
exchange rates, full employment, innite capital
mobility, and free trade which were not satised in
the group of countries studied. This goes to show the
robust nature of the approach as its main propositions
were still substantiated by the results.

Proso, Inaya & Okoye (2016) examined the
relationship between BOP and monetary policy in
Nigeria using Ordinary Least Squares estimation
technique to analyze time series data from 1980 to
2015. They established that money supply, interest
rate and exchange rate have positive relationship
with BOP and that 76% variation in balance of
payments is explained by money supply, interest rate
and exchange rate. They recommended improved
international competitiveness through increased
production and export promotion especially of nonoil products.
Mukolu, Illugbemi & Otalu (2017) assessed the
impact of monetary policy on balance of payments
in Nigeria from 1986 – 2015.Their results showed that
all the variables analyzed in the study exhibited
some form of relationship with BOP. While net trade,
money supply and bank credit to private sector
showed long run impact on the balance of
payments, differenced money supply, net trade and
bank credit exhibited short run relationships. They
advised that monetary authorities should guard
against excess liquidity in the system as well as
overvaluation of the exchange rate. Also, the
government should promote export diversication to
boost non-oil exports.

Sinyakov and Yudaeva (2016) explored the most
appropriate monetary policy response to severe BOP
shocks in a small open oil-exporting economy. They
posited that a oating exchange rate provides the
best means of absorbing BOP shocks when ination
expectations are anchored. According to them, it
helps reduce the negative impact of external shocks
on output and limit the economic recession as much
as possible to its structural component. However, if
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Dunne and Makanza (2016) utilized Structural VAR
models to analyze the effect of monetary policy on
current account dynamics in South Africa in a bid to
deepen understanding of the country's external
balance as reected in the huge current account
decit. They also investigated the channels of
transmission of monetary shocks to the current
account to ascertain how monetary policy affects
the savings-investment gap. Their ndings revealed
that South Africa's current account decit could be
narrowed if domestic interest rates fail to rise as much
as foreign interest rates implying that the current
account is affected by global monetary shocks.

monetary variables are not the only variables that
inuence BOP. In their study to test the efcacy of the
monetary approach to BOP in Namibia, they
applied the Vector Error Correction Model to
quarterly data from 1991 to 2015 and concluded
that scal balance also has some impact on the
BOP. They, therefore, recommended a mix of
monetary and scal policies to address BOP
disequilibrium.
4.

STRUCTURE OF THE BOP ACCOUNT AND ITS
INTERRELATIONSHIP WITH OTHER
MACROECONOMIC ACCOUNTS

Onuchuku, Chukueggu, Nenbee & Wosu (2018)
examined the impact monetary policy has on
Nigeria's BOP with the aid of descriptive statistics and
Dynamic Ordinary Least Square multiple regression.
They analyzed data from 1980 to 2016 and found out
that broad money, interest rate, exchange rate and
GDP inuence BOP in line with a priori expectations.
They recommended that to maintain BOP
equilibrium, the monetary authority should work at
creating a sound and stable macroeconomic
environment.

4.1

Structure of the BOP Account

Dhliwayo (1996) tested the validity of the monetary
approach to BOP using Zimbabwe as a case study
from 1980 to 1991 to ascertain whether changes in the
country's demand for and supply of money was
responsible for changes in her external reserves. using
multivariate cointegration and error-correction
modelling, they found out that money contributed
immensely to the Country's BOP position. He
concluded that with a stable demand function,
adjustments to Zimbabwe's BOP could be achieved
with proper nancial programming and monetary
targeting.
Boateng and Ayentimi (2013), analysed the monetary
approach to Ghana's BOP using annual data from
1980 to 2010. Overall, their results conrmed the theory
in literature that monetary variables inuence BOP
outcomes. However, they observed that BOP is not
wholly controlled by monetary variables but by other
variables especially in developing economies.
Specically, while GDP positively affects BOP;
domestic credit, interest rate and price level all have
inverse relationship with BOP. Furthermore, they are
of the opinion that when analyzing the BOP, there is
the need to take other variables such as exchange
rates, public debt and investor condence into
consideration. Similarly, Mushendami, Manuel,
Shifotoka & Nakusera (2017) also conrmed that

In analyzing macroeconomic developments in any
economy, four major macroeconomic sectors are
usually scrutinized. These are the external sector,
monetary sector, real sector and general
government. The external sector is the portion of a
country's economy that interacts with economic
agents in other economies. The BOP captures
information on such interactions and present them in
a standardized format for international
comparability. The BOP account is broadly divided
into three major accounts, namely: Current
Account, Capital Account and Financial Account.
4.1.1

Current Account

The current account captures transactions in goods,
services, primary income and secondary income
between residents of an economy and the rest of
the world. In the goods and services sub-accounts,
export of goods and services are recorded as credit
entries while import of goods and services are debit
entries. The primary income sub-account captures
transactions in compensation of employees and
investment income. Receipts of salaries and wages,
dividends, interests, reinvested earnings, rent, taxes
and subsidies on products from non-residents are
recorded as credit entries while out-payments to
non-residents for these categories of transactions
are debit entries. Personal transfers in form of workers'
remittances, ofcial development assistance,
technical assistance as well as nonlife insurance
premiums and claims are recorded in the secondary
income sub-account1. Inows from these
transactions are credit entries while outows are
1
These transactions are also called current transfers. They are
transactions where the recipient of the inow is not expected to
provide anything of economic value in return. That is, they are gifts
and could be in cash or in kind
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debit entries. Each of the sub-accounts in the current
account has a net balance arrived at by summing up
all the credit and debit entries. If the value of the
credit entries is higher than that of the debit entries,
the balance will be a net credit indicating a surplus. A
net debit or decit is arrived at if the opposite is the
case. The sum of all the balances in the sub-accounts
gives the Current Account Balance (CAB).

CAB = Balance on Goods and Services + Balance
on Primary Income + Balance on Secondary
Income
(5)
4.1.2

Capital Account

The capital account captures transactions in capital
transfers as well as acquisition/disposal of nonproduced, nonnancial assets. Capital transfers
consist of the transfer of ownership of an asset (other
than cash or inventories) such as xed asset, valuables
or non-produced asset to another party without
charge. They also include debt forgiveness without
receipt of anything of corresponding value. The
acquisition/disposal of non-produced, non-nancial
assets refers to purchase/sale of intangible, nonnancial assets, such as patents, copyrights,
trademarks, franchises and licenses; and the
acquisition/disposal of natural resources such as land
by a government or international organization.
Acquisition of non-produced, non-nancial assets are
debit entries while the disposal of same are credit
entries. The Capital Account Balance (KAB) is a sum of
net capital transfers and net acquisition/disposal of
non-produced, nonnancial assets.
KAB = net capital transfers + net acquisition/disposal
of non-produced, nonnancial assets
(6)
There is also the Current and Capital Account
Balance (CCAB) which is same as net lending/net
borrowing from Current and Capital Account. It is
simply a sum of CAB and KAB.
CCAB = CAB + KAB

(7)

A positive CCAB imply that the country is a net lender
to the rest of the world while a negative CCAB means
the economy is a net borrower from the rest of the
world.
4.1.3

Financial Account

The nancial account covers transactions in nancial
assets and liabilities between residents and non-
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residents of an economy. The transactions are
recorded as net acquisition of nancial assets
(NAFA) or net incurrence of nancial liabilities (NIFL)
depending on whether residents of the country are
acquiring foreign assets or incurring foreign
liabilities. Transactions in the nancial account are
recorded in terms of functional categories (direct
investments, portfolio investments, other
investments and reserve asset), instruments (equity
and investment fund shares, debt instruments and
other nancial assets and liabilities such as
monetary gold, nancial derivatives and employee
stock options), institutional sectors (general
government, monetary authorities, deposit taking
corporations other than the central bank and other
sectors) and maturities (short term and long term).
The Financial Account Balance (FAB), also known
as net lending/net borrowing from the Financial
account, is NAFA minus NIFL.
FAB = NAFA – NIFL

(8)

A positive FAB imply that the country is a net lender
to the rest of the world while a negative FAB means
the economy is a net borrower from the rest of the
world.
All things being equal, CCAB should be equal to FAB
implying that the BOP is balanced.
4.1.4

Net Errors and Omission

As earlier mentioned, the compilation of BOP
follows the double entry accounting principle.
Therefore, the account should always be balance
in line with accounting principle. That is, the sum of
credit entries and debit entries should be equal to
zero. However, this is hardly the case due to
imperfections in data collection and compilation.
The imperfections may be as a result of incomplete
coverage, misreporting, double counting etc. In
view of this, a balancing item is introduced to
balance the account. This is derived residually by
subtracting the CCAB from the FAB and is called the
Net Errors and Omission (NEO).
NEO = FAB – CCAB

(9)

Hence,
FAB – CCAB – NEO= 0

(10)

Equation (10) indicates that the BOP is in balance.
Ideally, in the absence of errors and omissions, FAB
should be equal to CCAB, thus, FAB minus CCAB
should be equal to zero.
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BOP account, it is the non-reserve portion of the
nancial account3minus CCAB and NEO. This will be
of equal value but different signs with reserve asset.
In other words, the overall BOP is the exact mirror
image of change in reserve assets

The size and sign of the NEO is often used to identify
issues with the BOP. A very large NEO could cast
doubt on the quality of the BOP and affect
interpretation of its outcomes. Generally, a positive
NEO means that the credits in the current and
capital account is underreported and/or the debits
are overreported. It could also be that the value of
the net increase in assets in the nancial account is
overreported and/or the value of the net increase in
liabilities in the nancial account is underreported. A
negative NEO would imply the opposite of some or
all of the above conditions. A persistent sign could
mean a major bias in one or more items and volatility
in the sign could be attributed to timing issues.
Overall, the use of the NEO to spot problems with the
BOP account should be done with caution as errors
and omissions with opposite signs would net
themselves out.
4.1.5

Where: NRFA = Non-reserve portion of the nancial
account
The overall BOP of a country is in surplus when the
inow of foreign currencies from international
transactions (such as exports, transfers, income etc.)
outweighs the outow of foreign currency during a
particular period. This is reected in an accretion to
the country's external reserves4. On the other hand,
an overall BOP decit means that outow of foreign
currencies outweighs inows, and this will result in the
depletion of the country's external reserves5.

Overall Balance of Payments

The overall BOP of a country is the net inow/outow
of foreign currency during a reference period. In the
Fig 1: Summarized BOP Statement

3

it could also be referred to as the net nancial inow into the economy
excluding reserve assets
4
It could also be an increase in other foreign assets or a reduction in foreign
liabilities
5
It could also be a reduction in other foreign assets or increase in foreign liabilities
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4.2

Trends in Nigeria's BOP

Over the years, the different components of the BOP
account for Nigeria had exhibited some distinctive
behavior. These behaviors are largely responsible for
the balances in the different sub accounts and the
overall BOP outcome.
In the current account, the goods sub-account is
predominantly in surplus with exports of goods
exceeding imports most of the time. This is easily
attributable to crude oil and gas export which
accounts for about 90 per cent of total export. The
country, however, experienced decit balances in
the goods account during the 2015/2016 recession.
The services sub-account is perpetually in decit as
Nigeria has been a net importer of services through
the years with transportation, travels and other
business services accounting for the bulk of the
country's import of services. This is not farfetched as
the country is largely import dependent and spends a

lot on freight services. Also, medical tourism and
education related travels is common among
Nigerians and are major contributors to the
persistent decit in the services account.
Similarly, the primary income sub-account is always
in net decit. This is mainly due to out-payments of
dividends on direct investments and reinvested
earnings. The secondary income sub-account, on
the other hand, is always in surplus because Nigeria
is a net recipient of remittances and ofcial
development assistance.
As a result of these established trends, the CAB will
be in surplus if the surplus in the goods sub-account
and the secondary income sub-account
outweighs the decits recorded in the services subaccount and the primary income sub-account. A
current account decit will be recorded if the
reverse is the case.

Fig 2: Movements in Nigeria's Current Account (2005 – 2019)
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The capital account is in zero balance most of the
time as there's hardly any transaction in this account.
Capital transfers and acquisition/disposal of
nonproduced, nonnancial assets are not common
occurrences. Since the Paris Club debt forgiveness in
2005/2006, there has not been any transaction in the
capital account till date. Hence, the CCAB is same as
the CAB most of the time.
Transactions in the nancial account are mostly
counterpart entries to corresponding transactions in
the current and capital account as well as other
components of the nancial account based on the
double entry accounting principle. The nancial
account basically nances the transactions in the
current and capital accounts such that debit entries
in the current account leads to corresponding draw
down in nancial assets or incurrence of nancial
liabilities while credit entries will cause acquisition of
nancial asset or reduction in nancial liabilities.
4.3

Interrelationship between BOP and Other
Macroeconomic Accounts

The BOP and other external sector accounts show the
connections between sectors in the domestic
economy and the rest of the world. The connections
are most often associated with factors that instigate
international transactions as well as contribute to BOP
nancing and adjustments. The relationships between
these sectors are shown in accounting identities. In
relation to the national and scal accounts, we have
the following identities:

M
A

=
=

BPI
BSI
S

=
=
=

Imports of goods and services
Domestic absorption (A = C + I) or
domestic demand
Balance on Primary Income
Balance on Secondary Income
Gross National Saving9

Equation (17) shows the connection between
transactions within the economy and transactions
with nonresidents. In this case, a current account
surplus would be necessitated by reduced
consumption and domestic investment. On the
other hand, it could also be an increase in GNDI
relative to consumption and investment. However,
in using this approach to effect changes in the
current account, the propensity of residents to
spend in the economy should be taken into
consideration10.
From equation (18), the CAB is equivalent to the
savings – investment gap and it reects the
savings/investment behavior of the economy.
Therefore, changes in the CAB can be attributed to
movements in savings and investment. A current
account decit or surplus means a negative or
positive saving – investment gap. Hence, in
designing policies aimed at adjusting a country's
CAB, policy makers may wish to ascertain the
extent to which such policies (such as changes in
exchange rate, interest rate, taxes etc.) will affect
savings and investment attitude. For greater
impact of such policies, it should further be directed
at specic types of savings and investment by
separating private savings and investment from
government savings and investment.

6

These are scal, monetary and real sectors
This comprise Private Consumption, Government Consumption and
Intermediate Consumption
8
This is also known as gross capital formation or investment in nonnancial
assets. It Comprise both government and Private Investment
7

9

Comprise both government and private savings
This will help ascertain how much consumption and capital formation is
likely to be inuenced by an increase in GNDI
10
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Fig 3: Interrelations among Macroeconomic Accounts

The monetary sector serves as a central point for all
nancial ows as it provides intermediation for the
nancial resources owing among the economic
sectors. The major players in this sector are the
monetary authorities (central banks) and other
depository corporations (commercial banks, other
deposit taking institutions etc.). Data from the Central
Bank and Other Depository Corporations (ODC) is
consolidated into the Depository Corporations Survey
(DCS) also known as the Monetary Survey and this
shows the link between the monetary sector and the
other macroeconomic sectors.
As mentioned earlier, a country's overall BOP is
basically nanced by her change in reserve assets
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which is the same whether it is derived from the BOP
or from the DCS.
In the DCS,
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This implies that changes in the foreign assets and
liabilities of the monetary sector could lead to changes
in broad money liabilities. Also, when domestic credit
grows over and above the increase in broad money
stock, external reserves declines. This linkage is at the
core of the monetary approach to BOP.
5.

BALANCE OF PAYMENTS AND MONETARY POLICY

Price stability is the primary objective of monetary
policy in most economies. In a bid to achieve price
stability, policy makers pay close attention to
developments in the BOP, specically the CAB and
FAB, of a country while deciding on the most suitable
monetary policy stance to be adopted. In times of BOP
decits which may be as a result of dwindling or
reversal of capital inows, unfavorable terms of trade
or for other reasons, policy makers are usually faced
with a number of policy choices. They have the option
of either (i) defending the local currency with the
external reserves, (ii) devaluing the currency, (iii)
introducing capital controls, (iv) increasing interest
rates or (v) introducing a mix of import duties and
export subsidies. Although, each option has the
tendency to improve the BOP imbalance in its own
unique way, they all come with some adverse impact
on the economy. For instance, an increase in interest
rate could lead to a drop in output and employment
while a currency devaluation may result in an increase
in ination (Broz et al, 2016).
The BOP identity in equation (18), that is,
is a
commonly used indicator to determine whether an
economy is living within its means or not. A current
account decit is an indication that the economy is
spending more than it is earning. This means that the
savings of residents of the economy is not enough to
nance her domestic investment and is augmented by
savings of non – residents. A surplus implies that savings
is more than investment and the surplus savings goes to
nance investment in other economies. For a
developing economy, a decit is not entirely
undesirable as the inow of savings from abroad could
nance domestic production and enhance economic
growth while a surplus may not be entirely desirable as
this could mean that much needed capital is being
channeled abroad instead of being used for domestic
production. When the current account is in decit, the
concern is usually whether it will be for a short run or
long run. If the decit is persistent, the worry would then
be whether it is sustainable or not. The sustainability of a
current account decit is dependent on various
factors. Principal among these factors, especially for
developing countries, is what the inow of capital from
abroad is used for. If the capital is used to nance
productive activities which have the potential to boost
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the countries earning capacity in the future11, then the
decit is sustainable in the long run. However, if the
capital inow is used for domestic consumption, then
the decit will be considered unsustainable. Where the
current account decit is unsustainable, policy makers
would then have to decide on the monetary policy
stance to be adopted based on the policy options
available to them in order to maintain price stability.
Money supply and money market operations of central
banks are also linked to a country's BOP. Movements in
money supply guide monetary policy decisions as a rise
in money supply is often associated with high prices in
the long run. The overall BOP could also be used to
explain developments in the liquidity requirements in
the money market. An overall BOP surplus is expected
to cause the relaxation of money market conditions
and reduce money market interest rates, all things
being equal. It should, however, be noted that
changes in the money market interest rate may not
entirely be as a result of the overall BOP but could also
be affected by other factors12 (Van der Merwe, 2002).
6.

CONCLUSION

The Balance of Payments provides very useful insights
to the developments in an economy if critically
analyzed. This has led to increased interest of analysts,
both in the private and public sector, in BOP statistics
for the purpose of making inferences about the
economy as well as sound nancial and economic
decisions. A sound understanding of the technicalities
in a typical BOP statement and its link with other
macroeconomic indicators is of great importance to
analyzing and gaining greater insights into
developments within the economy. By implication, this
is critical to efcient and impactful monetary policy
decisions.
This paper provided clarity to the structure and
components of Nigeria's BOP statistics as compiled in
line with BPM6 of the IMF. It also explained some of the
major developments and trends in Nigeria's BOP as well
as its interrelationship with other macroeconomic
accounts. It is hoped that this will promote greater
understanding of Nigeria's BOP among policy makers,
analysts, researchers and compilers of
macroeconomic statistics.

11

Earnings from such productive activities should, however, exceed the
returns on the capital inow from abroad

12
These factors include political condition, business and consumer sentiments
and expectations on movements in interest and exchange rates as well as
other developments in the nancial system
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